CHAPTER 6: INSURANCE COVERAGES

This chapter is devoted to a basic discussion of
insurance policy coverages, terms, conditions,
and exclusions. Due to the variety of activities
and resulting exposures to loss, it is impossible
to cover every type or form of insurance a port
may purchase. The emphasis of this section,
therefore, is on those insurance coverages
common to most ports or which may be en-
countered by port risk managers.

This section often refers to “standard forms.”
However, it should be noted that while there has
been a move by the insurance industry toward
standardization, policy language, provisions,
terms, and conditions can vary between insur-
ers. Due to this, a port should review so called
“standard policy forms” to ensure that the cover-
age is appropriate for its activies and
exposures. To assist ports in their analysis and
evaluation, the discussions in this section will
highlight some of the more important aspects of
the policies.

Insurers are often willing to modify or alter the
standard provisions or exclusions of their policy
forms. Some modification can be achieved by
the use of pre-printed endorsements. Some-
times the development of special language or
provisions for an endorsement or even the entire
policy is required to meet particular circum-
stances. The latter method is often referred to
as a “manuscript endorsement’ or “manuscript
policy.” The important point to keep in mind is
that many of the provisions of insurance policies
are subject to modification to meet a port's par-
ticular needs and circumstances.

PROPERTY — DIRECT DAMAGE

Any discussions of property loss exposures can
be broken down into two categories: (1) the
value of the property subject to loss and (2) the
loss potential associated with that property. In
this section, it is the first category with which we
are concerned, i.e., the loss of physical port as-
sets. The second category is discussed in the
next section of the Guidebook.

Named Perils

The basic Fire Insurance policy covers direct
loss by fire, lightning, and removal of property
from premises endangered by fire. The Ex-
tended Coverage Endorsement broadens the
policy by extending coverage for the perils of
windstorm, hail, explosion, riot and civil commo-
tion, damage by aircraft or vehicles, and smoke
damage. A common method used by many for
remembering the perils covered by the Extended
Coverage Endorsement is the acronym
“WHEREAS” (Windstorm, Hail, Explosion, Riot
and Civil Commotion, Aircraft and Automobile,
and Smoke).

The basic Fire Insurance policy can also be ex-
tended to cover the perils of vandalism,
malicious mischief, and sprinkler leakage. A
policy insuring specific perils enumerated is
generally referred to as a Named Perils policy.

All Risks

An alternative form of coverage which provides
broader protection than a Named Perils policy is
an “All Risk” form. Unlike Named Perils cover-
age, which provides coverage for only those
specifically scheduled perils, an All Risk policy
provides protection against all perils causing
direct physical loss unless otherwise exciuded.
Naturally, there are certain risks such as wear
and tear which underwriters do not wish to
cover. These are the items excluded. The ad-
vantage of All Risk coverage is that the burden
of proving that a loss is not covered is shifted to
the insurer. In a Named Peril policy, the burden
of proving that a loss was caused by a covered
peril is the responsibility of the port.

There are two customary approaches to provid-
ing All Risk insurance. One is an “All Risk"
policy which provides coverage in one master
policy form. The second, a Difference-in-
Conditions (DIC) policy is used as a supplement
to a Named Perils policy. The DIC provides All
Risk coverage for those perils not covered by
the Named Perils policy.
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The best approach for providing All Risk insur-
ance will depend upon the appetite of the
insurance carrier and cost. An insurer willing to
provide Named Perils coverage may be unwilling
to provide “All Risk” coverage at a reasonable
cost, if at all, thus the need for DIC.

Flood Insurance

Flood insurance is available as part of an “All
Risk” or DIC insurance policy. It can be expen-
sive, particularly for ports having facilities in
known flood zones. Often, insurers faced with
this situation wil impose high deductibles or de-
cline to provide protection.

It was for this reason that in 1968, the federal
government created the National Flood Insur-
ance Program. The program falls under the
jurisdiction of the Federal Emergency Manage-
ment Agency (FEMA) which operates the
program through the Federal Insurance Admini-
stration. The purpose of the program is to make
flood insurance available to all at a reasonable
cost.

Originally, the program was a joint effort of pri-
vate insurers and the Federal Government.
Today it is strictly a Federal program with the
Federal Government underwriting all policies.
Flood insurance policies are available through all
licensed agents and brokers. The agents and
brokers also process claims made against the
policies.

Due to the relatively low limits available through
the Federal program, many ports with high val-
ued buildings use a layered program. Primary
limits are purchased in the Federal program and
excess limits are then purchased from a com-
mercial insurer under an All Risk or DIC policy
as excess over the Federal policies.

Builders Risk

Builders Risk insurance was designed to protect
a building or structure during the course of con-
struction, including materials and supplies that
will be used. Some ports prefer to purchase the
coverages to maintain control of pricing and
coverage. Other ports prefer to require the con-
tractor to do so. If the contractor is purchasing
the policy, it is essential that the port write spe-
cific insurance requirements in the contract

including requiring the port and all participating
contractors and sub-contractors to be Named
Insureds on the policy. Either way, a port will
need to evaluate the scope of coverage of the
policy to ensure that it meets the port's particular
coverage requirements.

Builders Risk policies can be written on either a
“Named Perils” or “All Risks.” However, the “All
Risk” is perhaps the more common approach.
When considering the appropriate limits, a
“Completed Value” Builders Risk policy is usu-
ally more desirable than a "Reporting Value”
policy. Under a Completed Value policy, the
dollar limit of coverage is equivalent to the com-
pleted cost of the project. The advantage of the
completed value forms is that it eliminates po-
tential under-insured values that can arise in a
reporting value form. This occurs either when
errors are made in calculating interim insurable
values or when a monthly or quarterly report is
inadvertently not sent to the insurer.

A Builders Risk policy commonly covers prop-
erty while in transit and while at locations other
than the job site. Also, coverage is provided for
collapse during the course of construction re-
sulting from defective materials or methods,
boiler explosion, and theft of building materials
not attached to the building. A port can obtain or
require the contractor to obtain an endorsement
to the policy that covers the perils of flood and
earthquake, as these perils are normally ex-
cluded on a builders risk property form.

Another important endorsement to consider is an
endorsement providing coverage for “soft costs”
or delayed opening loss exposures. These are
additional costs associated with construction of a
building, for example, loss of rents, additional
architects’ and engineers’ fees, additional inter-
est on funds borrowed, additional advertising
expenses, and additional insurance premiums.

Valuation

In order to guaranteed that insurance protection
is neither inadequate nor excessive, an appro-
priate program of estabiishing insurable values
should be implemented by a port. One way to
develop values is to do it internally. Original
construction costs adjusted for remodeling and
repairs, less non-insurable values such as land,
excavation costs, site preparation, etc., can be
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trended using inflation or deflation factors to
trend the base cost to a current value. Trending
factors are often available from insurers, bro-
kers, agents, or from independent publishing
sources.

Another method is to use the appraisal services
of an insurance company or broker. Ports should
be aware, however, that these appraisals may
not provide the details desired and may be
somewhat self-serving for the insurer.

A third method of determining property values is ‘

to use an independent professional appraiser
capable of rendering impartial and unbiased
services. An appraiser's knowledge of court
decisions involving obsolescence, fair market
value, and depreciation may greatly help in de-
termining the port's equipment values at risk. In
addition, formal appraisals are more readily ac-
cepted by insurance carriers when granting
certain policy provisions such as an Agreed
Amount Endorsement and when settling claims
after loss. A goal of completing a physical ap-
praisal of all property each ten years, with
interim annual valuation adjustment .using trend
factors, would not be unreasonable. By stag-
gering appraisals for multiple locations over a
ten year period, the expense of physical ap-
praisals is often more acceptable to the
budgeting process.

Actual cash Value vs.
Replacement Cost

Two methods of valuation are recognized in
property insurance. The first method is re-
placement cost, where the value assigned to the
building or contents is the cost to rebuild or re-
place the property with materials of like kind and
quality. The second method is actual cash
value, where the value represents replacement
cost less an amount which accounts for the
technological obsolescence and the physical
deterioration of the property. Market value is
also a consideration in establishing actual cash
value. Actual cash value more nearly represents
the value of the property at risk for an organiza-
tion, although because of inflationary trends, the
actual cash value can be in excess of the initial
purchase price shown on company accounting
records.

Replacement of any structure which is important
to operations would require the expenditure of
more money than an actual cash value insur-
ance recovery. For this reason, the concept of
replacement cost insurance was developed.
Replacement cost coverage is one method by
which a port can provide funding for this addi-
tional loss cost element. Replacement cost
coverage should not be used indiscriminately
and may not be available for specific properties.
Policies written on a replacement cost basis re-
quire that the repairs be made or property
actually replaced in order to collect full replace-
ment cost. Where property is not repaired or
replaced, actual cash value will be paid even
though a replacement cost valuation is provided
by the policy. For this reason, an actual cash
valuation should be used where ports have
property which would not be repaired or re-
placed if damaged.

Coinsurance Clause

To encourage policyholders to insure to full
value and simplify property insurance rate mak-
ing, property policies contain a provision termed
a “coinsurance clause.” The effect of this ciause
is to penalize a policyholder who fails to insure
to proper value.

Simply stated, the insurance formula operates
as foliows:

Limit Purchased Amount of
Amount of Loss  x Limit Required = . Insurer Loss
by Payout

Coinsurance Clause

The “Limit Required by Coinsurance Clause” in
the formula is determined by muitiplying the co-
insurance percentage stipulated in the policy
times the replacement cost or actual cash value
depending on which valuation method is used in
the policy.

If the ratio of purchased insurance to full value is
not equal to the required coinsurance percent-
age stated in the policy, the port becomes a
coinsurer. As an example, assume the following:
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Total insurance Value $100,000
Amount of [nsurance Purchased $ 67,500
Coinsurance Percentage 90%
Loss Suffered $ 10,000

Plugging these assumptions into the formula
yields the following results:

$10,000 x $67,500 = $7,500
$90,000

On this $10,000 loss, the insurer will only pay
$7,500 and the port will be a “coinsurer” for the
remaining $2,500, in addition to the applicable
deductible.

Agreed Amount Endorsement

A special provision can be included in a property
policy to offset the possibility of a coinsurance
penalty. This provision is known as an Agreed
Amount Endorsement and is written affirmation
by the insurance company that the values as
stated in the policy are sufficient. It suspends
the provisions of the coinsurance clause. The
Agreed Amount Endorsement is generally
granted only when the insurance company is
convinced that a good faith effort is being made
to establish acceptable values and maintain an
adequate level of insurance. Typically, the
Agreed Amount Endorsement is granted for a
stipulated time period (generally one year) and
must then be renewed by the carrier when the
insured updates its property values.

Specific and Blanket Limits of
Coverage

“Specific”’ insurance limits is that form of cover-
age where a stipulated amount of protection
applies separately to each building and its con-
tents as scheduled in a policy. In the event of a
loss, the amount of recovery is limited to the
specific amount scheduled for the property in-
volved.

“Blanket” insurance limits is a form of coverage
where all buildings and contents are insured un-
der the policy for one overall amount. The

amount or limit is generally arrived at by adding
together the individual values of the buildings
and contents insured under the policy.

A relatively new approach to limits is sometimes
referred to as a “first loss” or layered approach.
Under this approach, a maximum limit is estab-
lished in the policy equivalent to or slightly
higher than the highest value for any single lo-
cation. The single limit applies to each loss
regardless of what property is involved. For ex-
ample, if a port had individual buildings valued at
$500,000, $7,000,000, $8,000,000, and
$10,000,000, under a first loss policy the limit
might be set at $10,000,000 where as under a
blanket limit policy the limit would be
$25,500,000 ($500,000 + $7,000,000 +
$8,000,000 + $10,000,000). Because of the
lower limits, first loss policies are sometimes
less expensive. They are generally used by
firms with buildings of relatively uniform value
where there is a geographic distance between
locations. This latter point is important since the
limit is per loss. If several buildings, because of
close geographic proximity are subject to the
same loss, sufficient limits for full recovery would
not be available under a “first loss” limit ap-
proach.

Loss Due to Application of
Building Codes

Building codes, electrical codes, or other build-
ing ordinances change over time and may be
more restrictive then those in effect at the time a
particular building was constructed. When a
building is damaged by fire or other insured peril,
it is possible that extensive portions of the
building undamaged by the insured event may
have to be demolished, and replaced due to ap-
plication of the new codes. Insurers are
responsible under contract only for the direct
damage not the additional expenses caused by
the enforcement of the code. Coverage for such
additional expenses is available and negotiable.
Coverage is available for:

e The value of the undamaged portion of a
building which must be demolished because
it is not in compliance with the existing
building codes.

¢ The cost to demolish the undamaged portion
of a building so affected.

CHAPTER 6: Insurance Coverages

64



e Coverage for the increased cost of construc-
tion of the type required by the stricter
code(s).

e The business interruption resulting from the
additional time needed to repair or replace
the undamaged building portion.

“Demolition Costs” coverage is separately avail-
able to cover only the second exposure listed
above for property that might not be replaced.

A port would be well advised to stay informed on
code changes that can affect older buildings.
The costs of demolition or meeting code
changes can be substantial and can create un-
expected losses to a port.

Valuable Papers and Records

Recoveries under standard fire insurance poli-
cies for valuable papers and records are limited
to the cost of the media (i.e., paper) in blank
form plus the cost of transcribing the records.
Fire policies do not insure the cost and expense
a port may incur in recreating and reconstructing
the information required to enable it to transcribe
the data. Insurance protection for this exposure
is available through Valuable Papers and Rec-
ords insurance. Coverage is generally written
on an “all risk” basis subject to a deductible.
The coverage is relatively expensive and often
less cost-effective than a procedure to duplicate
valuable papers and records and store them at
another location. When off-site storage is not
practical, storage in fire proof files in another
part of the same building may be an acceptable
alternative.

Equipment Floater

Ports generally have a certain amount of equip-
ment not licensed or designed for use on public
roads or part of a building or its contents. items
such as forklifts, bulldozers, graders, cranes,
street sweepers, tractors, etc., fall into this cate-
gory of equipment. Coverage against physical
loss is provided by an Equipment Floater. While
most provide “all risk” coverage, terms can vary
between insurers. Smaller values generally are
included on a blanket basis. Insurers, however,
often require that equipment with significant val-
ues, such as mobile cranes, be specifically
scheduled. Coverage is often written as a rider

to the property insurance policy but can also be
written in a separate policy. Because coverage,
rates and deductibles vary substantially, a port
considering this coverage should seek quota-
tions from several sources.

Property - Time Element

Fire, explosion, or other loss to physical assets
of a port can result in two losses. The first would
include the cost to repair or replace the dam-
aged property. The second is the “loss of use”
of the property. This includes loss of income
plus continuing expenses where operations are
totally or partially interrupted and costs over and
above normal operating expenses where opera-
tions must be continued using alternative
facilities.

BUSINESS INTERRUPTION
INSURANCE

Business Interruption insurance policy forms are
designed to insure against loss of income and
continuing expenses incurred as a result of an
interruption of business from direct damage to
property. The Business Interruption policy forms
most commonly used to insure a port's exposure
include a gross earnings form for mercantile and
service risks or a combined business interrup-
tion and extra expense insurance form.

The geographic spread of facilities and the
availability of substitute or alternative operating
facilities within a port can affect the need for or
amount of business interruption insurance. A
port lacking multiple identical facilities which can
serve as backup or which is heavily dependent
on a continuous stream of revenue for financial
stability has a genuine need for business inter-
ruption insurance. In addition, bond rating
agencies, creditors, or other outside parties, with
an interest in a port's ability to meet financial
obligations may require the purchase of busi-
ness interruption insurance. As such, business
interruption is a contract of indemnity covering
only actual loss of profit and unavoidable con-
tinuing expenses otherwise included in normal
operating revenues.

Typically, business interruption insurance is pro-
vided by endorsement to a Property Insurance
policy on either a named peril or an “all risk” ba-
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sis. It is important to note that for the business
interruption insurance to respond, the loss must
be caused by an insured property damage peril.
Business interruption losses resulting from unin-
sured property damage perils are not covered.
As an example, business interruption under a
policy covering only the fire and extended cov-
erage perils would not respond to a business
interruption loss resulting from damage to a
warehouse caused by building collapse.

Coverage for the perils of flood, earthquake,
subsidence, or employee strikes are generally
not covered by standard Business Interruption
policy forms. \where these exposures are appli-
cable, coverage must be negotiated.

Standard Business Interruption forms normally
contain a coinsurance clause. Generally, the
port may choose 50, 60, 70, or 80 percent coin-
surance. The appropriate percentage will
depend on the estimated period of time that op-
erations would be interrupted.

The exposure identification questionnaire con-
tained in this Guidebook (see Appendix C)
provides a worksheet which will assist in calcu-
lating the business interruption loss potential. It
should be noted that the calculations are based
on anticipated future loss potential. Working
from current budgets, therefore, requires a cer-
tain amount of estimation to account for inflation,
changes in operation, or.other factors which
might impact future income.

Ordinary payroll expenses may be insured under
Business Interruption. Ordinary payroll can be
defined as all payroll except for executives, de-
partment managers, employees under non-
cancelable contracts, and other employees vital
to port operations. Ordinary payroll, under busi-
ness interruption forms may be excluded,
insured in full, or in part. Factors affecting the
decision of how much payroll to insure would
include:

e The length of time the operations may be
interrupted.

e The condition of the labor market. In a tight
market it may prove difficult to hire needed
employees when operations are resumed.

e The skills and experience needed by em-
ployees in order to operate the facilities. It
may be a greater expense {o train new em-

ployees than to keep existing employees on
the payroll during the period of interruption.
Excluding ordinary payroll can result in dis-
putes with the insurer over the classification
of payrolls between those “vital to port op-
eration” and ordinary payrolls.

e The cost of reimbursing the State Unem-
ployment Compensation Fund can exceed
the cost of insurance by a significant
amount.

Extra Expense

Extra Expense insurance is designed to reim-
burse the policyholder for the additional
expenses incurred to continue operaticns under
alternative methods following physical damage
to its assets. Due to the nature of port opera-
tions, some services would need to be continued
following a physical loss. For example, if the
port's administrative offices were damaged by
fire, it might rent temporary offices in another
building until repairs could be completed. If a
critical crane were damaged, the port could
lease a mobile crane to avoid an interruption of
services which could jeopardize revenues and
even result in loss clients.

There is generally little relationship between the
normal cost of operations and the extra ex-
penses a port may incur in operating under
alternative means following a property loss. This
makes it extremely difficult to determine the
amount and limit of extra expense insurance to
maintain. Perhaps the best method for estab-
lishing extra expense limits is to develop
contingency plans for possible loss scenarios
and then estimate the cost which wouid be in-
curred in carrying out those plans. Such plans,
when not developed under the stress of an
emergency, may even reduce the extra expense
should a loss occur. When properly developed,
the plan can be implemented quickly and effi-
ciently thereby reducing or eliminating costly .
mistakes and expenses.

Unlike business interruption insurance, extra
expense insurance forms do not contain coin-
surance provisions. Extra expense forms,
however, may contain sub-limits designed to
restrict the amount of recovery to a given period
of time. Typically, the sub-limits are stated as a
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percentage of the policy limits. For example, a
policy may stipulate recovery is limited to:

e 40 percent of the policy limit if the period of
restoration is less than one month;

e 80 percent of the limit if the restoration pe-
riod is not in excess of two months; and

e 100 percent of the limit if the period of resto-
ration is over two months.

Sub-limits can be adjusted to the particular
needs of the individual port. Because of the
limitations that the sub-limits may place on a
port's recovery, they should be evaluated care-
fully. Oftentimes, the greatest portion of extra
expenses is incurred immediately following a
loss.

BOILER & MACHINERY
INSURANCE

Boiler and Machinery insurance is designed to
provide coverage for losses resulting from the
- explosion or accidental breakdown of boilers and
other covered machinery. Historically, the stan-
dard fire insurance policy excluded coverage for
direct and indirect exposures arising from the
operations of boilers and other machinery except
for loss due to fire. For this reason, specialized
Boiler and Machinery policy forms were devel-
oped.

Boiler and Machinery insurance tends to be a
very stable line and not subject to the wide
swings in the premium pricing associated with
other lines such as general liability insurance. It
responds very well to loss control and engineer-
ing measures designed to reduce losses.

Coverage Forms

There are numerous modifications available to
the basic Boiler and Machinery policy which
permit a port great flexibility in designing the
coverage to fit its particular needs. The insuring
agreement of the standard policy generally
states that the policy will insure against losses
from an accident to an insured object during the
policy period.

Coverage can be written on a scheduled object
basis, blanket group object basis, or compre-

hensive (all objects) basis. On a specifically
scheduled basis, individual boilers, or items of
machinery are scheduled on the policy. Cover-
age is provided only on those objects scheduled.

On a blanket group basis, coverage is provided
for all objects falling within the description or
definition of the group contained in the policy.
This method eliminates the need to specifically
schedule each individual object and provides
flexibility to the port by insuring only those ob-
jects where coverage is needed.

Under the comprehensive basis, the definition of
object includes all non-production boilers and
mechanical and electrical machinery which a
port may operate or own. Where desired, cover-
age can be extended to production machinery as
well. This method has a decided advantage
over the scheduled and blanket object basis in
that it eliminates the need to specifically identify
or schedule boilers and machinery to the policy.
Premiums for this coverage are generally higher
because of the diversity of objects insured.
However, premiums can be controlied by the
use of deductibles. Deductibles, in essence,
eliminate claims on smaller objects or loss ex-
posures while still providing the catastrophic
coverage required by many ports.

Coverage

There are six coverages offered under standard
Boiler and Machinery policies. The following are
the coverage options available in a standard

policy:

e Loss to Property of the Insured — Physical
damage coverage for the objects and other
real and personal property of the port dam-
aged by the accident to the object.

e Expediting Expenses — Covers the cost of
making temporary repairs and the cost
which a port may incur in speeding up or ex-
pediting permanent repairs. Typically, this
coverage is limited to $25,000. In the basic
policy, however, these limits can be in-
creased. Additional limits may be warranted
where a port has vital or unique equipment
that must be put back into service by the
quickest possible means to avoid delay and
financial hardship.
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e Liability for Property of Others — Provides
coverage for property of others in a port's
care, custody, and control which may be
damaged as a result of an accident.

« Defense Settlement Supplementary Pay-
ments — Covers the cost of legal defense,
court and other associated expenses, inter-
est on judgments, and other costs resuiting
from claims. This coverage is similar to that
found in the liability insurance policy.

e Automatic Coverage — Provides automatic
coverage for objects which a port may install
at any location scheduled in the policy or at
newly acquired locations, provided they fall
within the class of objects which are already
insured. Typically, the port must notify the
insurer within ninety days for coverage to
continue.

e Bodily Injury Liability — Covers bodily injury
resulting from an insured accident. It is an
optional form of coverage under a Boiler and
Machinery policy. Because this duplicates
the coverage of a port's general liability in-
surance policy, it is normally not required.

Method of Valuation

Standard Boiler and Machinery provisions limit
recovery to actual cash value (see ACV discus-
sion under Property — Direct Damage, page 6--
3). Itis possible to amend the actual cash value
provision to replacement cost basis. Recovery
under repair or replacement is limited to the
smaller of:

» The cost to repair the damaged property at
the time of the accident.

e« The cost to replace the damaged property
with property of like kind and quality.

If the property is replaced by property of different
kind or better quality, larger size or capacity, the
insurer is not liable for the amount in excess of
what would have been paid if replacement had
been made with like kind. If the object is not
replaced or repaired, the insurer is liable only for
actual cash value. Unless an object will not be
replaced, it is advantageous for a port to insure
its boiler and machinery on a replacement cost
basis.

Indirect or Time Element
Insurance

Boiler and Machinery policies can be extended
by endorsement to provide insurance protection
for indirect or time element losses (see Property
- Time Element, page 6--5) arising from a boiler
and machinery loss. Both business interruption
and extra expense insurance coverage can be
obtained under Boiler and Machinery policies.
Because physical damage from boiler and ma-
chinery accidents, except caused by fire or
lightning are excluded from fire insurance policy
forms, time element coverage provided under a
fire policy will not respond for boiler and machin-
ery related time element losses. Where
significant boiler and machinery time element
exposures exist, a port will also need to pur-
chase this coverage under the boiler policy.

FIDELITY INSURANCE

The potential for loss caused by employee dis-
honesty is most difficuilt to recognize or
adequately evaluate. Often employees who are
the most valued and trusted, commit embezzle-
ments or misappropriations, which can occur
over a period of time. When the loss is finally
discovered, it may often exceed the amount of
insurance maintained by the organization.

Although considered insurance, Fidelity cover-
age is actually a bond. There is an important
difference between insurance and bonds. An
insurance policy is a two-party contract between
the insured and insurer where the insurer prom-
ises to reimburse the insured in case of loss. A
bond is a three party contract, which guarantees
that one party (the surety) will meet an obligation
due to a second party called an obligee (the
port), as a result of the failure of the principal
(port employee) to fulfill his or her obligations. In
every surety bond, there is an obligation that the
principal will make restitution to the surety for
any payments the surety must pay to the obli-
gee.

The coverage for loss caused by employee theft
is a fidelity bond in which the surety obligates
itself to the port to make good on losses caused
by the dishonesty of port employees.
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There are a number of different fidelity bond
forms. The forms most appropriate to ports,
however, are the public employees blanket bond
and the public employees blanket position bond.

Public Employees Blanket Bond

This form covers all employees of the port. New
employees are automatically covered without
notice to the insurance company. The limit of the
bond is the insurer's aggregate liability per loss
regardless of the number of employees involved.
It does not apply separately to each employee
causing the loss.

This bond is on a discovery basis so that the
entire loss, without regard to period of time over
which thefts occurred, is covered unless specifi-
cally limited by the insurer.

Public Employees Blanket
Position Bond

This policy form provides coverage similar to the
blanket bond. The principal difference in forms,
however, is that under the blanket position bond,
the limit of liability applies per employee rather
than per loss. Because the bond limit could be
paid for each of a number of employees involved
in a loss, the premium rate is generally higher for
this bond than for the blanket bond form.

Many knowledgeable bond experts believe that
the public employees blanket bond is the pre-
ferred form. They argue that most employee
dishonesty losses are caused by a single em-
ployee and that, for an equivalent premium, a
higher limit can be purchased under the public
employees blanket bond as compared to the
public employees blanket position bond. The
most appropriate form for ports, however, will
depend on its specific circumstances and per-
haps statutory requirements.

Faithful Performance Provisions

Public employees bonds may be written on a
“faithful performance” basis. The primary differ-
ence between this and the “honesty” form
discussed earlier is coverage for loss resulting
from the failure of employees to faithfully per-
form their duties or to account properly for all
funds or property received by virtue of their posi-

tion or employment. The term “faithful
performance” is generally based on statute and
regulations that define the degree of care im-
posed on employees. Faithful performance
provisions provide broader coverage than nor-
mal fidelity bonds since statutes and regulations

. defining the degree of care imply that employees

may be held responsible for losses even though
they may have been entirely honest in their own
conduct.

Employees Covered /| Employees
Excluded

Employees are defined in the honesty insurance
form as all members of the staff of a port, ex-
cluding anyone who is required by statute to be
individually bonded for faithful performance.
Also excluded from coverage is any treasurer or
tax collector, regardless of whether or not the
employee has such a title.

Faithful performance forms define employees as
all members of the staff while in the employment
of a port and not required by law to furnish an
individual bond to qualify for office.

Ports should review governing statutes or regu-
lations to determine which of the honesty or
faithful performance bond form is required.

Due to the definition of covered employees, cov-
erage under both bond forms end when an
employee is terminated. Sometimes, however, a
terminated employee is able to appear as still
being employed which could permit access to
port assets. This exposure to loss would be un-
insured under standard bond provisions making
it practical to have coverage extended beyond
the standard bond provisions. Many insurers wiil
extend coverage to 30, 60, or 90 days following
termination of an employee.

From time to time, ports find it necessary to
contract with intervening employers, such as
Kelly Services, etc., to obtain part-time or addi-
tional employees for peak work periods. These
employees are often given access to vital rec-
ords and are in a position to embezzle port
funds. Coverage is not provided under the stan-
dard provisions of a port fidelity bond for these
individuals.
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The most appropriate risk management practice
is to require proof of insurance from the inter-
vening employer. However, this is not always
practical. Often, these employees are hired as
needed, on short notice, without the risk man-
ager's knowledge. For this reason, it is practical
for the port to extend the definition of employee
under its own fidelity coverage to provide pro-
tection for employees hired through intervening
employers.

MONEY AND SECURITIES
INSURANCE

This insurance provides coverage for theft of
money and securities both inside and outside of
port premises. Money and securities is defined
as currency, coins, bank notes, bullion, travelers
and registered checks, money orders and nego-
tiable or non-negotiable instruments, or
contracts representing either money or property.

Inside coverage provides protection against
losses within the port premises or any banking
premises caused by actual destruction, disap-
pearance, or wrongful abstraction of money or
securities.

Outside coverage provides protection for the
destruction, disappearance, or wrongful abstrac-
tion of money and securilies outside the
premises or while being conveyed by a messen-
ger or armored car company or while within the
home of any messenger.

Property, other than money and securities, is
covered against robbery while being conveyed
and theft, while in the home of a messenger.
For other property, recovery is limited to the cost
to repair or replace the property with like kind
and quality. The policy limit is on a per occur-
rence basis.

FORGERY INSURANCE

Depositors forgery insurance provides protection
against loss from forgery or alteration of outgo-
ing checks or other instruments of the port.
Forgery on incoming instruments can also be
insured. It is often assumed that the bank is li-
able for losses caused by forgery or alteration.
However, where a port's negligence contributed
to the loss, a bank may be able to escape liabil-

ity. If a port fails to notify its bank of the theft of
blank checks, a check writer, or signature stamp,
the bank can lock to the port for reimbursement.
Because of this, defense coverage is included to
protect the port against allegations of negli-
gence.

GENERAL LIABILITY

General liability insurance protects the port
against claims seeking to hold the port responsi-
ble for personal injury, bodily injury, or property
damage losses to third parties. There are a
number of general liability policy forms available,
but perhaps the most appropriate for ports is the
Commercial General Liability Form. This form
provides the broadest coverage of all the various
forms.

Commercial General Liability
Form

The commercial general liability policy form pro-
vides the following basic coverages:

e Premises and Operations — Govers liability
arising from the ownership, maintenance,
and use of premises owned or occupied by
the port and operations on or away from the
premises unless excluded by the other pro-
visions of the policy.

e Contractual Liability — The basic form pro-
vides limited coverage for contractually
assumed liability. Cover is limited to agree-
ments for the lease of premises, easements,
sidetrack agreements with railroads, eleva-
tor maintenance, agreements required by
municipalities except those involving per-
formance of municipal work, and the part of
any contract pertaining to business under
which the port assumes the tort liability of
another to pay for bodily injury or property
damage to a third person or organization.

s Independent Contractors — Covers the liabil-
ity of the port arising from operations
performed on its behalf by independent con-
tractors.

e Products and Completed Operations — Cov-
ers bodily injury or property damage arising
from products sold, handled, or distributed
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by the port or from its performance of faulty
work once the work has been completed.

e Personal and Advertising Injury — Personal
injury typically includes the perils of libei,
slander, malicious prosecution, loss of
reputation, humiliation and false arrest, im-
prisonment or restraint. Advertising injury
means injury arising out of oral or written
publication of material which slanders or li-
bels a person or organization or disparages
their goods, products, or services which in-
fringes upon copyright, title, or slogan.

The standard commercial general liability form,
while providing broad scope of coverage, is not
“all encompassing.” The standard form is de-
- signed to provide coverage for those exposures
common to all commercial concerns. For this
reason, it must be tailored to meet the particular
needs of the ports where non-standard expo-
sures exist.

Extensions and Modifications to
Coverage

Incidental Medical Malpractice

Courts have given professional status to indi-
viduals and employees for medical malpractice
losses arising out of rendering first aid treatment.
Although not specifically excluded, court prece-
dence has been set where incidental medical
malpractice is not covered by standard liability
policies. Coverage under the commercial gen-
eral liability policy can be obtained, however, by
the addition of an Incidental Malpractice En-
dorsement.

Defense of Persons or Property

The definition of “occurrence” in the standard
policy requires that property damage must be
neither expected nor intended from the stand-
point of the insured. This definition eliminates
coverage for those instances where the port may
perform any intentional act which resuits in
property damage. An example might be where
port employees damage property of others in
order to prevent the spread of a fire.

Many insurers will amend their definition of oc-
currence to include coverage for the use of
reasonable force which results in property dam-

age if caused for the purpose of protecting
persons or property. This is a valuable exten-
sion of coverage for ports and generally worth
obtaining.

Employee vs. Employee Claim Exclusion

Employees are “insureds” under the standard
commercial general liability policy but only “for
acts within the scope of their employment by you
or while performing duties related to the conduct
of your business. However none of these ‘em-
ployees’ is insured for bodily injury or personal
injury to a co-employee while that co-employee
is either in the course of his or her employment
or performing duties related to the conduct of
your business....” This is sometimes referred to
as the “fellow employee” or “employee vs. em-
ployee” exclusion which can be removed by
endorsement.

Non-owned Watercraft

Ports may periodically charter or hire boats or
other craft in the pursuit of port business. An
example of this can occur when the injured party
could institute a claim against the port alleging
that at the time of the accident, the boat was
being used in connection with port business.
The watercraft owner's insurance provides pri-
mary coverage but may not extend protection to
the port or be inadequate to fully cover a judg-
ment.

Automatic coverage for non-owned watercraft is
restricted to watercraft under 26 feet. If a port is
a frequent user of non-owned watercraft or
charters larger watercraft, it should insure this
exposure with a separate specialized policy.

OWNER CONTROLLED
INSURANCE PROGRAM (OCIP)

An Owner Controlled Insurance Program (OCIP
or Wrap Up) is an arrangement where the owner
of a construction project buys insurance cover-
age for general liability, workers’ compensation,
and course of construction risks for all project
participants.

There are two considerations before selecting an
(OCIP) as the project insurance. Does your
State permit (OCIP) programs and is the project
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large enough to generate the economies of scale
desired.

' Reasons for an OCIP

All major construction projects ($100,000,000
and up) should avail themselves of these pro-
grams whenever possible. The benefits to all
and especially the Owner are many, in addition
to the considerable savings in insurance costs.
Briefly the owner benefits as follows:

The project owner has control. In the ab-
sence of an OCIP, the owner has no chance
to review the insurance coverages of each
contractor coming on the job let alone con-
tinuing to monitor them after receiving initial
certificates, etc.

The owner enjoys enormous economies of
scale and invariably has broader coverage.
Individual insurance programs for many
contractors are invariably inadequate.

An OCIP affords higher limits of liability.
Limits of insurance carried by most con-
tractors are inadequate and requirements
are usually higher than individual contractors
can obtain or afford on a “one job" basis.
Aggregate limits shown on certificates of in-
surance may be eroded by other claims
already submitted.

Subrogation waivers and hold harmiess
agreements are more easily obtained where
there is a single insurer.

Situations frequently arise wherein two or
more contractors are involved in a single
loss occurrence. With one insurer, there are
no problems - with several insurers, usually
everyone suffers.

in an OCIP, contracters individually have the
privilege of insuring deductibles or other
coverage limitations that might exist in the
general program, particularly where it is ob-
vious they cannot absorb the risk.

An OCIP eliminates conflict of interest.

An OCIP achieves fully controlled central-
ized claim handling by a single carrier.

Centralized coordinated Safety Program
produces both direct and indirect savings.

With an OCIP, the owner is protected from
“safe place to work” and “fellow employee”
suits because there is but one carrier for
both the Liability and Workers’ Compensa-
tion coverages.

Where dividends are earned, the owner re-
ceives them, thus further reducing costs.

Overall, the OCIP affords vastly eased ad-
ministration. This, in turn, provides energy
conservation, reduces problems, and en-
ables project managers to concentrate on
building.

An OCIP broadens the number of contrac-
tors eligible to compete, especially minority
contractors and subcontractors who other-
wise may be unable to obtain required limits

and the broader coverages demanded.

Figure 12 shows the differences in a program of
individually insured contractors vs. an OCIP.

Figure 12
Comparison Between OCIP
and Individual Program

Individual Program

BCIP Program

Each Contractor Procures
his own insurance

The Owner/GC purchases
insurance for all

Additional Insureds En-
dorsement required for
Owner/Buiider on each
contractor's policy

No Endorsement required -
protection exists for all

Duplicate Coverage

Overlap is eliminated by ho-
mogeneity by Broad Coverage
purchased

All Risk Buiiders Risk
unless otherwise self-
insured

All Risk Builders Risk: which
can include transit exposures is
purchased by owner for all
parties assuring uniformity of
coverage and proper limits

Auto Liability

Not included

Equipment Floater

Not included

Professionat Liability is
secured by each con-
tractor with an exposure
at varying limits and ag-
gregate impairments

Owner/GC purchases for all.
Limits per claim and aggregate
apply to the project only. Bids
reduced by contractor’s cost of
insurance
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How an OCIP Works

. Programs on major construction projects
normally include the following coverages:

a) Workers' Compensation, including Em-
ployer's Liability

b) Commercial General Liability (excluding
Automobile) covering operations origi-
nated at or from the job site.

c) All Risk Builder’'s Risk

The Commercial General Liability policy and
Workers’ Compensation policies are usually
negotiated with underwriters on a “cost plus”
basis whereas the All Risk Builder's Risk
would be negotiated on a rate per $100 of fi-
nal construction costs.

Unless state laws permit otherwise, Work-
ers’ Compensation rates and modifications
of each contractor or sub would apply and
separate policies are issued for each.

Under the OCIP’s Commercial Generat Li-
ability policy the Owner, All Contractors and
all Subs (excluding suppliers and those subs
whose payrolls do not exceed $10,000) are
covered under one very broad program and
individual policies are written for all parties.
However, only one insuring company is in-
volved. Some states that do not permit
Wrap-ups will permit Owner Controlled Pro-
grams. The insurance regulations of the
State of the project prevail.

The following coverages are normally ex-
cluded in each of these programs:

a) Automobile Liability and Physical Dam-

’ age — this is due to the fact there is no
way that a contractor can assign specific
vehicles to any one job.

b) Contractor's Equipment Coverage — this
is due to the same condition as autos.
Contractors will assign their equipment
as heeded to various jobs. Normally in-
cluded in this category is the exclusion
of any tools, equipment, scaffoiding
staging, personal property of subcon-
tractor or lower-tier subs, structures
erected to house workmen, field offices,

and/or materials; the capital value of
which is not included in the work.

c) Professional Liability for any architects,
engineers, doctors, nurses, or other per-
sons who would need such coverage.
These parties are normally included for
their job site general liability exposure
only. OCIP coverage for the profes-
sional liability of architects and
engineers is available as a separate
program.

d) Transit Coverage could, if desired, be
included within the All Risk Builder's
Risk.

The Owner pays the premiums and will be
the recipient of any dividends.

The Commercial General Liability policy can
be written to inciude or exclude Products
and Completed Operations Liability. Nor-
mally they are included. When excluded,
each contractor or sub would have to nego-
tiate with their carriers for this coverage
which could be quite costly since the under-
writer is not benefiting from the other wrap-
up premium generated. It is strongly rec-
ommended that these coverages be
included in the OCIP CGL along with an ex-
tension of at least two years on the
Completed Operations.

Carriers — Insurance Companies

Several American insurance companies cur-
rently participate in OCIP programs and
those that are writing them vary greatly in
their approach.

The plans generally used are as follows:

a) Guaranteed Cost — Generally all com-
panies that use this approach adjust
their liability rates annually. However,
any such adjustment would reflect a
much lower rate than individual con-
tractors could achieve by themselves
using different carriers.

b) Retrospective (Retro) Plans — Usually,
under these plans the maximum would
be 125 percent; the minimum, 40-50
percent; a basic of approximately 20
percent, and a Loss Limit varying be-
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tween $250,000 and $1,000,000. Some
carriers prefer no Comprehensive Loss
Limit. The loss limits used will deter-
mine the excess premiums charged.

c) Retention Plan — This is similar to an “all
down” retrospective plan (see (b) above)
except that premium discounts are per-
mitted while they are not permitted
under Retro programs. The standard is
the maximum, and the minimum is ap-
proximately 50 percent. Again, the loss
limit will determine the excess premium
charged. -

Carriers also vary in their choice(s) of
payment plans. The objective is to set
up the best cash flow arrangements
possible for the owner.

Of paramount importance in these pro-
grams is the effort expended by the
carriers in the areas of loss control and
claims. Generally, one claim person, at
a minimum, is assigned to the project,
usually on a full time basis. The Insur-
ance Company Loss Control specialists
work closely with the Owners, Project
Manager, and the Broker's Loss Control
personnel to establish and monitor a
prcgram that is thorcughly communi-
cated to all and consistently enforced.

AUTOMOBILE LIABILITY AND
PHYSICAL DAMAGE INSURANCE

Ports typically own a number of private passen-
ger automobiles, vans, and trucks licensed for
highway use. In addition, ports may lease, hire,
or permit employees to use personal vehicles in
the pursuit of port related business. The use of
automobiles creates an exposure to loss in the
areas of bodily injury and property damage to
third parties, injuries to third party passengers in
port vehicles, and physical damage losses to the
port's vehicles.

Due to statutory requirements, the potential
catastrophic nature of liability losses and the
need for experienced personnel to adjust third
party claims, insurance is the most commonly
used risk financing method for port vehicle liabil-
ity exposures. For larger ports or those with a
significant fleet, the most cost-effective means

for financing physical damage to a port's vehi-
cles is often self-insurance.

Coverage

The Business Auto (BAP) is the mostly com-
monly used policy for insuring automobile
exposures. The BAP offers a simplified ap-
proach to designing insurance coverage. On the
declaration page, (see Exhibit G, page B--7) the
various coverages available under the form are
scheduled. For each scheduled coverage,
space is provided to insert a number. The num-
ber to be inserted can be selected from a table in
the policy which defines the automobiles to be
insured (Exhibit G). For example, a number “1”
inserted in the space next to liability coverage
would mean all automobiles are covered for
bedily injury and property damage liability to an-
other party.

Physical damage coverage may provide either
comprehensive or specified perils coverages
and collision. Comprehensive is an all-risk type
coverage. However, specified perils cover only
specific occurrences such as fire and theft. Col-
lision covers hitting another object or
overturning. Physical damage coverage is typi-
cally subject to a deductible. Ports interested in
insuring physical damage exposures should ob-
tain quotations at several deductible levels in
order to determine the most cost-effective de-
ductible.

Physical damage losses to individual vehicles
are generally within the self-insurance capacity
of most ports. Over the long run, substantial
savings can be realized by assuming these
losses. Of course, feasibility and cost-
effectiveness of self-insuring depends on many
factors including the size of the port, the individ-
ual vaiue of the vehicles, the size of the port's
fleet, and the effectiveness of its loss control
programs.

Ports which choose to self-insure physical dam-
age exposure to vehicles should recognize one
exposure which may be beyond the ability of the
port to comfortably retain. The exposure is cre-
ated when many of the port's vehicles are
parked together. A fire, explosion, or similar
peril could destroy a large number of vehicles in
a single accident. One method for a port to ob-
tain protection for this loss potential is to insure
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its automobiles for physical damage under the
property insurance policy covering the port's
buildings. Some insurers will extend coverage
to vehicles parked within a specified distance of
an insured building.

A second cost-effective method for obtaining this
coverage might be to insure the vehicles for
comprehensive coverage under conventional
automobile policy, establishing a “per loss” limit
adequate to cover the combined values of all

vehicles at risk with a “per loss” deductible at a -

level in excess of the value of a single automo-
bile.

Medical Payments Coverage

Medical payments coverage pays for any neces-
sary, medical, surgical, and dental expenses
incurred by a passenger in a vehicle operated by
or with permission of the named insured port.
Benefits are paid without regard to legal liability.

Since the port’s liability protection will respond
for claims where the port is legally liable, medi-
cal payments coverage can be viewed
principally as a public relations form of insur-
ance. Where a port feels an obligation for these
claims, it is generally more cost-effective to treat
them as a cost of doing business by paying them
out of current operating funds rather than by
purchasing insurance. It should be remembered
that injuries to employee passengers while
working are covered by workers’ compensation.
Therefore, medical payments coverage is not
needed for this exposure.

Contractual Liability -

Liability that a port may assume under a contract
is covered under the standard automobile insur-
ance policy. Such a liability exposure can arise
for a port in the hire or rental of vehicles be-
longing to others.

Fellow Employee Exclusion

Anyone using a vehicle with the port's permis-
sion is protected against liability claims of third
parties. Coverage, however, is excluded for any
employee where the claim is made by a fellow
employee and results from an accident involving
a vehicle being operated in the course of the

employee’s work. This exclusion eliminates po-
tential employee collusion in making claims.
However, it also bars coverage for deserving
claims. As a result, some employers have elimi-
nated this policy exclusion. Others have kept
the exclusion but developed contract language
to the effect that the insurer will waive this con-
dition when requested by the insured. This has
the effect of allowing the exclusion to be waived
for deserving claims yet used as a bar of cover-
age where employee collusion is suspected.
The appropriate treatment of this exclusion de-
pends upon the philosophy of the individual port.

Employee Use of Vehicles

The business automobile policy can provide
coverage for the port when employees use their
own personal automobites for business of the
port. The port's policy, however, will not provide
protection for the employee when a personal
automobile is used. This should not be con-
fused